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SCHUMPETER'S DYNAMIC ECONOMICS 1 

JOSEPH SCHUMPETER needs no introduction to American econ- 
omists, who will expect that anything he writes will be charac- 
terized by clarity, subtle and incisive analysis, originality, and a 
tremendous grasp of the literature of the topic treated. The present 
book in every way realizes these expectations. Originality, often of a 
highly dramatic character, is especially marked, the impression of 
originality being heightened by the somewhat unusual way of setting 
problems and by certain novelties in terminology, as in the definition 
of capital. Much of the originality, too, is of a destructive character : 
Professor Schumpeter feels it necessary not merely to make a construc- 
tive contribution but also to give an exclusive theory at many points 
where his doctrine does not necessarily antagonize existing views, and 
where he might well be content to develop a complementary, rather 
than a rival, interpretation. It is to this feature of his book that most 
of the reviewer's dissent is to be attributed. The reviewer makes no 
plea for an amiable eclecticism. Some theories necessarily exclude 
others. Some views are really wrong, and some are really right. Not 
everything can be reconciled with everything else. But Schumpeter 
has gone far out of his way in the effort to get rid of possible rivals ; 
has expended — and, in the reviewer's judgment, wasted — a great deal 
of energy and dialectical acumen in assailing impregnable positions. 

We have here a book on the theory of economic evolution which 
frankly dispenses with the necessity of historical verification. The 
theory is right ' ' wie immer die Sache historisch stehen mag ' ' (page 198. 
See also pages 122, 190, 392 and 466). What is history between 
theorists ! The reviewer sympathizes with this viewpoint in part : it is 
one thing to trace a set of concrete occurrences ; it is another thing to 
work out causal relations in the abstract, on the assumption that the 
general situation, apart from the factors you are studying, is constant. 
Schumpeter is simply applying to the problem of economic evolution 
the method of abstraction that the economist has been accustomed to 
apply to the problem of value and prices. The reviewer's objections 
to the way in which Schumpeter uses this abstract method will be later 
indicated. 

1 Thtorie der wirtschaftlichtn Entwicklung. By Joseph Schumpeter. Leipzig, 
Duncker and Humblot, 1912. — viii, 548 pp. 
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We have, further, a book on evolution which makes no mention of 
Darwin or Spencer, and no use of their principles of explanation : 
neither differentiation and integration nor competition and survival are 
emphasized. At first blush, Schumpeter's theory suggests Gabrielle 
Tarde : the r61e of the innovator is stressed, and his influence in bringing 
the rest of the society into harmony with his plans. But closer exam- 
ination shows that suggestion and imitation (of the non- rational sort) 
do not assist the innovator in Schumpeter's scheme. The non-rational 
factors stressed are those of custom and inertia, the resistance of the 
mass to the new. Tarde's custom- imitation, but not his mode-imitation, 
is used — though the task of explanation would be much easier if both 
were recognized. The exclusion of mode- imitation is doubtless to be 
explained by Schumpeter's desire to give a " pure economic " theory, 
a theory which makes use of only " economic " factors in explanation. 
To this limitation much of the artificial character of Schumpeter's 
reasoning is due. The precise limitations of the " pure economic " in 
his scheme are not clear to the reviewer, but, in general, no injustice 
is done Professor Schumpeter's conception when it is stated that the 
central theme of his "statics" is marginal utility, and the central 
theme of his "dynamics" is enterprise, and that his economics is 
" purest " when these factors are doing the work. He refuses to treat, 
as economic evolution, changes in the economic situation growing out 
of the social milieu (page 473). It is doubtless legitimate — though 
hardly fruitful — abstraction to neglect changes originating outside the 
economic sphere ; but to neglect the interactions of the economic and 
the non-economic factors in the process of economic evolution, to let 
economic evolution run in a water-tight channel, not to say a vacuum, 
seems to the reviewer quite vicious. It is perhaps due to the same 
methodological considerations — though not, of course, necessarily — 
that Schumpeter does not see in private property, competition and the 
division of labor, factors in economic evolution. The division of labor 
is spoken of as a soziale Tatsache (perhaps not as distinguished from 
"economic," page 95), and private property (a legal rather than 
" pure economic " fact) is conceived of as a positive hindrance to the 
march of economic enterprise (page 351). Interest has to be paid to 
rescue economic evolution from private property ! The expansion and 
multiplication of human wants, the growth of population, the accumu- 
lation of savings, are all either ruled out or minimized (page 474 ff.). 

One of the author's reasons for ruling out factors of this nature in- 
volves an extraordinary sort of fallacy : he objects to using them as expla- 
nations of economic evolution because they are themselves the product 
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of economic and other social evolution, and therefore such use of 
them as explanations involves a petiHo principii — an explanation of 
evolution by what evolution has itself produced (pages 484, 485, 
119.)! Two criticisms are at once suggested here. First, that social 
evolution at large, and not exclusively economic evolution, lies behind 
(or rather, partly consists of) these factors; second, and really funda- 
mental, that evolution is not a simple entity, to be capitalized and 
hypostatized, to be treated as a cause or an effect, but is rather a 
name for a vast totality of occurrences, among which individually the 
relations of cause and effect exist ; that evolution is not to be explained 
at large, but, within itself, in parts; that the normal and proper 
method of evolutionary explanation is to develop each new stage out 
of the preceding stage; that, indeed, "evolution" is primarily a 
name for a method of study, a method which has been necessary and 
fruitful just because the present does grow out of the past. It should 
be noticed, too, that Schumpeter's own theory is itself guilty of the 
petiHo principii, if such it be, for his modern entrepreneur, with his 
use of modern dynamic credit, is surely a product of economic evolu- 
tion. 

Schumpeter's justification of the sharp separation of economic and 
other evolution rests not merely in methodological considerations, 
however. He is convinced that in fact the leaders in each kind of 
social development are different people (the inert masses, who share 
in all phases of social life, do not count), and that consequently the 
different aspects of social life — economic, political, artistic, scientific — 
move independently, without common stimulus being necessary (page 
546). It may be noted that this differentiation, to the extent that it 
exists, has been long in developing and is far from complete, and that 
the most noteworthy periods of social development — the Renaissance 
and Reformation, Elizabethan England, the Romantic Movement, and 
the period from 1871 to 1914 in modem Germany — have been periods 
when many phases of social life were responding to common stimuli, 
centering around the same personalities and mutually energizing one 
another. 

It should be clear from the foregoing that no balanced view of social 
evolution, indeed, no quantitative evaluation of the factors in economic 
evolution, can be expected from Schumpeter. What we get, rather,. 
is an account, beautifully worked out, of one selected set of factors. 
Perhaps we can ask no more. At all events, Schumpeter is entitled to 
be heard on his own terms. And his method has at least the advantage 
of lessening the strain on attention, and keeping to a straight and 
narrow path. On the other hand, artificial problems arise from it. 
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Schumpeter has a well- trained static state, and he rides it with a 
cruel spur. In fact, he has two static states, which go in opposite 
directions sometimes , and the effort to ride both at once would occasion 
disaster to a less skilful rider. As it is, by shifting from one to the other 
as occasion necessitates, he is able both to create and to solve problems 
at the slight expense of the logical fallacy of " four terms." The two 
conceptions are : ( i ) a hypothetical static state , much like Professor 
Clark's (except that Schumpeter admits an occasional monopoly to his 
picture, page 350), where there is frictionless competition in general, 
perfect mobility, even though no motion, perfect fluidity without flow. 
It is characterized by thoroughly rational calculation , and by an equilib- 
rium which represents the best possible adjustment from the standpoint 
of maximizing utilities and minimizing sacrifices. Given certain con- 
ditions (enumerated on pages 116 and 464) , the numbers and prices of 
all goods which will be produced and exchanged can be automatically 
predicted. (2) The other conception is realistic : a stagnant state , 
ruled by custom and inertia, illustrated by India and China (page 113) 
and by the handworker, who still thinks and feels as in the Middle Ages 
(page in). Here there is neither fluidity nor flow, neither mobility nor 
motion. When Schumpeter points out that most economic theory has 
been static theory (pages 91-102) — a contention that is true, even 
though most writers have allowed themselves much wider range than 
Schumpeter would assign to static theory — it is clearly the first concep- 
tion that he has in mind. As Bagehot has pointed out, in his Postulates 
of English Political Economy, it is only the modern world, and that 
part of the modern world which has come into the " great market," 
that is described in current theory. In the Middle Ages, and in India 
and China in very considerable degree, wages, rents and prices are fixed, 
not by frictionless competition in the market, but by custom and law. 
There are certain half-concious but inadequate attempts to assimilate the 
two conceptions (pages 113 and 128), and a passing partial recognition 
of the discrepancy between them at one point (page 114). But, in 
general, Schumpeter uses first one then the other, as suits the purpose 
in hand. In particular, difficulties arise when the problem of economic 
evolution is taken up (chapter 2 ) . The problem of economic evolution 
is to get out of the static state, as Schumpeter views it. But clearly it is 
not the hypothetical static state that we have to get out of — we were never 
in it ! The problem is rather to break the crust of custom and inertia 
characteristic of the realistic static state. However, Schumpeter finds 
difficulties confronting the entrepreneur which characterize, not the 
realistic static state but his own theoretical construction, notably the 
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the absence of interest and credit and accumulations of idle money 
(pages 192, 193, 194, 195, 210, 212). For reasons later to be dis- 
cussed, Schumpeter contends that there are no interest and credit in the 
static state, and no accumulations of idle money. But in the realistic 
static state, notably India, great hoards of gold and silver are accumu- 
lated, in both public and private treasuries, and the whole spirit of primi- 
tive civilization makes for this, as Walker has shown in his International 
Bimetallism. I may point here to a manufactured difficulty growing 
out of Schumpeter's effort to give an exclusive theory of interest : since 
his explanation of interest is a dynamic explanation, and since no other 
explanation is to be accepted as complementary, he must banish in- 
terest from the static state , and so increase the difficulties of his already 
overburdened entrepreneur ! 

Schumpeter's static theory of value, though he attributes it to Bohm- 
Bawerk, really seems to the reviewer essentially different. Bohm- 
Bawerk undertakes to explain the value (objective value in exchange) 
of each good by its own marginal utility to different individuals , buyers 
and sellers of that good. He sees at points that the prices of the other 
goods enter at times, making marginal utility give way to subjective 
value in exchange, as the determinant of an individual's behavior to- 
ward a given good in the market — as in his much-discussed overcoat 
illustration. But Bohm-Bawerk, as I have pointed out in Social Value, 
never gets out of the circle which this reaction of the market-prices on 
the individual subjective values involves. Schumpeter seems to rise to a 
higher conspectus picture, which, in form, avoids the circle. ( Cf. pages 
61 ff, 105 , 166-7.) His picture is that of a vast equilibrium, 1 in which, 
instead of attributing the market value of each good to its own utility, you 
explain the price of every good by reference to a total situation : given 
the number of goods of each class, given the number of individuals in the 
market, given the distribution of these goods among the individuals, 
given the utility-curves of each good to each individual, an equilibrium 
is reached , in which ratios between marginal utilities of each kind of 
good to each individual become inversely proportional to the abstract 
ratios (market-prices) of the same goods, each measured in its own 
unit. This scheme, thus stated, says nothing as to the causal relation 
between marginal utility and market prices; it states merely certain 
mathematical relations between each individual system of marginal 
utilities on the one hand, and the abstract ratios in the market on the 

1 A similar conception is set forth in Irving Fisher's Mathematical Investigation in 
the Theory of Value and Prices. 
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other. By avoiding assertions as to causation it avoids a causal 
circle. In such a situation, marginal utilities and market ratios are, 
in reality, alike resultants, effects, of the given quantities of goods, 
distribution of goods, numbers of buyers and sellers and individual 
utility-curves — not marginal utilities. To complete this picture, I 
should add an element which most economists — Schumpeter notably 
excluded — would wish to add, namely, the curves showing time- pref- 
erences of each individual for each sort of good. 

Such a picture, I submit, avoids the circle which I have elsewhere 
attributed to the Austrian theory of value. 1 I wish, however, to indicate 
its limitations as a theory of value. (1) Its data are inaccessible r 
nobody could possibly know all the utility curves and all the time- 
preference curves of all goods to all individuals in, say, the United 
States. To explain market ratios by utility curves is a case of ignotum 
per ignotius, so far as practical application is concerned. Moreover, 
it is a scheme so difficult to visualize that it is useless as a tool of 
thought — as one will find out who tries to think it through, without the 
aid of higher mathematics, for ten goods, and ten persons, with unequal 
distribution of wealth, and different utility curves and time-preference 
curves for the different individuals. (2) It must assume smooth 
curves and infinitesimal increments in consumption, which is a fiction 
so far as the individual psychology is concerned. Without this assump- 
tion, the point-for-point correspondence between individual and market 
ratios does not exist. It is only in the demand and supply curves of the 
big market, or in social value curves, that you have, as a matter of fact, 
the right to smooth out your curves. (3 ) It leaves untouched the vital 
question which any theory must answer which means to be of practical use 
in concrete explanations : what are the real variables in the situation, 
and what factors are constant? What causes are likely to produce 
changes in market prices? The individual utility curves, which in 
Austrian theory are commonly treated as the only variables — in the 
strict static picture there are no variables at all 1 — are really, when 

1 Schumpeter does not, however, avoid the Austrian circle, in its most glaring form, 
in his theory of money (page 72 ft). The "Preisdes Geldes" rests on " individu- 
ellen tVertschdtzungen," like all other " Preise. " But these individuellen Wert- 
schatzungen, in the case of money, are, not subjective use-values, but merely sub- 
jective values-in-exchange, resting on the prices which the individuals meet in the 
market! Schumpeter follows a recent article of Wieser'sin this — an article which 
has had a good deal of influence on recent Austrian literature on money: "Der 
GeUwert und seine Veranderungen," in Schriften des Vereins fur Socialpolitik No. 
132, 1909, Referate zur Tagung. 
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conceived as individual, as growing out of the psychology of each in- 
dividual separately, the most constant factor in the situation. For, 
on the principle of the inertia of large numbers, each unit of which is 
moved by its own peculiar causes, changes in the utility curves of one 
man will be offset by opposite changes in the utility curves of another, 
and so the utility curves, as a whole, will remain where they were. 
Of course if a rich man changes his curve, a poor man's change will 
not offset it in its effect on the market, but this is to emphasize the 
distribution of wealth rather than the utility curves. It is only when 
you get a change of a sort that the individualistic psychology , and the 
" pure economic " explanation factors, of the Austrians find no place 
for, that you can predict a change in the general price-system. It is 
only changes in fashion or mode , in general business confidence , in 
moral attitude toward this or the other sort of consumption, in the 
distribution of wealth, changes in taxes and other laws etc. — causes 
of a general social character — that you can count on to produce 
important changes in values. Of course, changes in the adequacies 
of supplies would be taken care of by either interpretation. (4) 
This scheme does not give a value concept which the economist can 
use. It gives only ratios between individual marginal utilities and 
abstract market ratios. It gives no quantitative value, which can be 
attributed to goods as a quality, a homogeneous quality of wealth by 
means of which diverse sorts of wealth can be funded etc. 1 Such a 
concept is, however, necessary for the economic analysis, and Schum- 
peter is driven to creating substitutes for it of various kinds, notably 
Kaufkraft and Kapital. Kaufkraft , as Schumpeter uses the term, 
is not derived from marginal utility, but is an abstraction from the idea 
of money. It is not a quantity of money alone, nor even of money 
and credit, but is a fund of " abstract power," which depends not 
alone on the quantity of money and credit in which it is embodied, 
but also on the prices of goods (pages 83^84). This Kaufkraft is 
needed to give the "steam," the "motivating power," which the 
social value concept contains, but which ratios in the market lack. 
Similarly, Kapital is conceived of as an agent, a dynamic force, dis- 
tinguished from accumulations of productive instruments, by means of 
which the entrepreneur gets control of land, labor and instrumental 
goods (chapter 3, part ii). Other functions of the quantitative value 

1 Cf. my discussion of this topic in the Quarterly Journal of Economics, August, 
1915. I may add that Schumpeter's scheme is, in my judgment, equally useless as 
the basis of a hedonistic theory of welfare, since it is absolute amounts of utility that 
are significant there. 
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are shouldered on a hard-worked and unusually-defined concept, Kredit, 
which leads Schumpeter into certain "heresies" (page 199) regard- 
ing credit, which are mostly harmless in themselves but which will 
arouse misunderstanding and opposition. " Praeter necessitatem entia 
non multiplicanda sunt ," and the social value concept, which covers 
by inclusion the notion of market ratio — ratios of exchange being 
ratios between social values — and which does all the work that Schum- 
peter attributes to Kanfkraft and Kapital, and most of the new work 
which he attributes to Kredit, is to be preferred, if only on grounds of 
intellectual economy. " Capital " is then saved for more usual mean- 
ings, and economy in terminology is also effected. Schumpeter some- 
times, also, follows the not uncommon practice of the Austrians in 
using marginal utility as the equivalent of objective value, tracing it 
back by the imputation process to the original factors of production, 
and speaking of the marginal utility of labor ; whereas labor , unless 
employed in personal services, has not utility (in the strict Austrian 
sense) but only objective value (page 169). 

Schumpeter 's theory of economic evolution centers about the entre- 
preneur, as I have already indicated. His is not, however, the 
" entrepreneur viewpoint " of Davenport. Davenport is working out 
price theory, of the type which Schumpeter would characterize as es- 
sentially static, and for Schumpeter there is no entrepreneur in the 
static state. The independent manager of a static enterprise is not an 
entrepreneur. Nor is even risk-bearing essential to the entrepreneur 
function. The entrepreneur is, in essence, the dynamic man, the man 
who carries through some new thing, the man of energy and relentless 
purpose, who puts through, against the resistance of the mass of" static 
economic subjects," the more efficient and more profitable method of 
economic activity. He is not necessarily the originator of the new 
idea. He is in essence a man of action. "Static" and "dynamic" char- 
acterize not alone states of society, but also types of men. Most men 
are too weak to break out of the static routine , to face hostility and op- 
position from associates, and to face the fear that rises in their own 
bosoms of the new and untried path. This contrast between the small, 
but vastly important, group of leaders, and the inert, passive, resisting 
masses, Schumpeter elaborates in great detail in chapter 2. The 
analysis is searching and exceedingly interesting, though one wishes to 
offer objections in points of detail, notably to the characterization of 
the static masses as "hedonistic" (page 128). Nobody is really 
hedonistic except the voluptuary and the sentimentalist. And to be 
hedonistic does not mean necessarily to be lacking in initiative and in 
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the power to put through new things : witness the arbiter ekgantiarum , 
Petronius. The psychology of Schumpeter's entrepreneur includes such 
elements as love of activity for its own sake, love of creative activity, love 
of distinction, love of victory over others, love of the game, and other 
traits which the newer psychology has been emphasizing, and with which 
such writings as those of Veblen and McDougall have made American 
students familiar. These motives, rather than the mere desire for 
satisfactions from economic goods, move the enterpriser. But the timid 
static elements in the economic situation fear and resist his efforts. 
For the most part they stand on "slippery ground" (page 162) — a 
positive scandal in the static state ! — and they have no surplus energy 
to spare, even if disposed to aid. They must be forced by the com- 
manding personality to go in new paths. In earlier conditions, 
the enterpriser was commonly in possession of political power, and 
forced the cooperation of the static economic subjects by law, taxes 
and physical force. In modern times the enterpriser has no such 
resource. How shall he get the necessary labor, land and instrumental 
goods for his purposes? He can get them only by buying them, by 
outbidding those who wish to use them for accustomed uses. In the 
static state all labor has its usual employment, there is no " reserve 
army," all land has its accustomed uses, all machines etc. have been 
produced with a definite destination in mind. Further, all money is 
in use in accustomed ways. There is no surplus Kaufkraft for the 
enterpriser to get hold of. It is an unessential accident if he has any 
" static Kaufkraft " himself. Where shall he turn? Enter deus ex 
machina, the banker ! There is no need for prior saving, for accumu- 
lation of surplus stock (pages 57,67, 193,312 ff., 395). Capital 
accumulation in the usual meaning of the term plays no part in Schum- 
peter's theory of evolution. Kapital in his own sense, chiefly new 
credit granted by the banker, is enough. This sounds like dangerous 
heresy, especially when it is coupled with the doctrine that the new 
credit does not rest on goods, and has no Deckung (page 206). 
Schumpeter is especially anxious to rule out saving and the whole set 
of notions, abstinence, time-preference etc., which accompany the 
saving process in the usual economic analysis (cf. chapter on Kapital- 
zinz). But the heresy looks less dangerous when one learns that by 
"saving" (Sparen) Schumpeter means merely reducing current ex- 
penditure, so that the enterpriser who saves part of unusual profits is 
really not saving at all (page 323), and when one discovers that his 
contention that accumulation of a Gutervorrat is unneccessary really 
means merely that there need be no special accumulation ad hoc 
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preliminary to the starting of a new enterprise. Of course if saving 
means trenching upon accustomed expenditure it is excluded by 
hypothesis from the static state , but there may still be plenty of capital 
(in the ordinary sense) for Schumpeter's entrepreneur to get hold of 
by means of his new Kapital. Nor need we be much alarmed by the 
contention that we thus have something new, for the first time a 
temporal discrepancy between the creation of obligations and the 
ability to pay them (page 195), and that, consequently, there is a time 
during which credit has no basis in concrete goods. In the first place, 
it does not differ in principle from the case where a man buys a 
machine. The machine is, after all, in economic nature, merely a 
" promise " of future goods and future values, as an Austrian economist 
should be quick to recognize, and machines are almost as frequently 
poor performers as borrowers — indeed, most commonly, the borrower's 
inability to pay, when he does fail to pay, comes from the failure in 
value of the goods which his physical equipment produces. The new 
credit is really covered by new values : the new plan of the enterpriser, 
validated by the banker, attains a value equal to the present worth of 
the extra products which it promises. Further, of course, the new 
credit is quickly protected by the concrete goods which the borrower 
purchases to carry on his undertaking. Further, the banker, in general, 
insists on a satisfactory margin at the outset. Loans are made on the 
basis, not of goods, but of values, even though values are commonly 
embodied in goods. But mere physical quantities of goods are no 
index of the amount that can be loaned on them — witness cotton 
before and after the outbreak of the European War. Now value is 
essentially a psychological thing, and belief is often a very important 
element in value. The new credit and the new value rest ultimately 
in belief. The value of the new plan rests proximately in the banker's 
belief in it, manifested by his granting of credit. But the value of the 
credit rests ultimately in the prestige of the banker, which is a fact of 
social psychology, resting in the massing of belief on the part of the 
public in him, in the validity of his banknotes or of his deposit-currency. 
Economic social value is an institutional value, specially weighted 
and controlled by classes and institutions, 1 among which banks 
are prominent, whose power rests ultimately on that great, undiffer- 
entiated source of social power, the consent and confidence of the 
mass, and on support from other institutions. Thus the view that the 

1 Cf. Cooley, " Pecuniary Valuation as an Institution," American fournal of 
Sociology, January, 1 913. 
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banker creates " purchasing power," and that this " purchasing power," 
by quantity-theory reasoning, raises the prices of goods, touches only 
the surface of things, and, I may add, does not even correctly describe 
the surface. It will be seen, however, that my interpretation does 
not deny the r61e which Professor Schumpeter assigns either to the 
banker or to credit. 

We may admit the qualitative truth of Professor Schumpeter's picture 
of economic evolution under modern conditions, even while question- 
ing that it represents the only or the main path of economic evolution 
under modern conditions. His sharp contrast between the timid, 
static masses and the few rare, dynamic spirits, is doubtless truer of 
Europe than of America. The enterpriser has found much sympathy 
and cooperation among the mass of men with us. And his Kapital 
has more frequently come from the big investing public, and from 
the speculative public, than from the banker. The dependence of 
new enterprises on banks is doubtless very much greater in Germany. 
The commercial banker (who antedates the investment banker and under- 
writer) did often in our earlier history depart from his proper functions, 
and make long-time loans for founding enterprises and for land specu- 
lation, but he has increasingly withdrawn from that function, and the 
modern investment banker and underwriter commonly take securities 
in the expectation of passing them on to " static" economic subjects. 
Moreover, in America, the investment banker commonly prefers bonds ; 
really novel enterprises must sell their stocks directly to the public, 
or find special patrons. Even here, the commercial banker is likely to 
supply part of the new Kaufkraft, through the investment banker, or 
through the investing public, to the entrepreneur, finding his safety in 
the " margins," and general possessions which these can offer. 

In mobile Kaufkraft, in credit and " money funds," Schumpeter 
sees the " supply " for which interest is paid ; the entrepreneurs are 
the demanders, whose need for new Kaufkraft leads to the pay- 
ment of interest; entrepreneur's profits are the source from which 
interest is paid. The money-market is the place where the rate of 
interest is determined. Interest and entrepreneur's profits tend to rise 
and fall together. If entrepreneur's profits (explained in much Pro- 
fessor Clark's fashion) should disappear, interest would disappear 
(pages 272-277,373-413). There is no interest in the static state. 
And even in the dynamic state the only way in which the lender can 
get an enduring flow of interest is to lend, first to one enterpriser, and 
then, before that enterpriser's profits have been destroyed by compe- 
tition, withdraw his loan, and lend to another, and so on (page 408). 
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Schumpeter does not shrink from drawing the full consequences of his 
theory, "wie immer die Sache historisch stehen mag"! But why is 
there no interest in the static state ? Clearly it is the theoretical static 
state that is meant here — as a matter of fact we know that interest does 
exist in the realistic static state. The reviewer has been at great pains 
to collate the passages that bear on this point. The reader may con- 
sult especially pages 52-57, 65, 66, 68, 169-170, 294, 312 ff., as well 
as the chapter on interest. There are numerous other passages, but 
these are representative. Some interest, in the form of consumption 
interest, and interest on loans to restore an accidentally injured busi- 
ness, may exist, but this does not belong to the Wesen of the static state, 
and, as a matter of fact, only a few usurers could live upon it (page 
375). Credit does not belong to the Wesen of the static state, be- 
cause the static state can be explained without it (page 208). (It may 
be noted in passing that Schumpeter is fond of using " Wesen" as a 
premise, and dismissing things as unimportant because phenomena may 
be ideally conceived without them. Sometimes in this way he slips 
rather lightly over fundamental distinctions, as when he says on page 
277 that only unessential causes prevent the entrance of land into the 
money-market, when a chief point of his sharp sundering of Kapital 
and concrete goods rests on the high degree of saleability and mobility 
of the former. Sometimes, too, wesentlich seem to mean merely 
interessant (page 214).) But the central argument against interest 
in the static state would seem to rest on the negative proof that the 
theories which have sought to explain interest by productivity of capital, 
or abstinence, or time-preference, are invalid. Productivity theories 
and abstinence theories are disposed of in Bbhm-Bawerk's fashion, and 
I shall not discuss the matter further than to say, as against both 
Bohm-Bawerk and Schumpeter, that " abstinence, " "waiting" and 
" time-preference " seem to me to be simply different names for the 
same general theory. Schumpeter 's main argument is directed against 
the doctrine that there is a general preference for present over future 
goods, a systematic undervaluation of the future. That such fact, if it 
existed, would lead to interest, he admits, but he denies its existence in 
the static state, saying that the time- preference which we actually find 
under dynamic conditions is a reflection of the fact of interest, growing 
out of the money-market phenomena already described, that time-pref- 
erence is a result, rather than a cause, of interest (pages 339-40). 
Having disposed, on Bohm-Bawerkian lines, of the notion that capital 
(in the ordinary sense of the term) is an independent factor of produc- 
tion, he finds nothing in the imputation process to cause interest — the 
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values of consumption goods, in the static state, will be imputed, undi- 
minished, to the original factors of production, land and labor; inter- 
mediate goods (instrumental goods etc.) are merely channels through 
which the streams of value flow. At once he is met with the difficulty 
that if that were so every piece of land would have infinite value, since 
an infinite series, even of small rents, would reach an infinite total, if 
the later items in the series were not diminished by a time discount. 
In this conclusion, which Schumpeter admits would be absurd (page 
333) , the capitalization theorist, for example, Fetter, would see sufficient 
evidence that interest would necessarily exist in the static state, if not 
as a contract income, at least as an implicit factor in the capitalization 
process, as a rate of discount, reducing the value of the land from the 
infinite sum of an infinite series to the finite sum of an infinite convergent 
series. But Schumpeter has an escape by means of the relative- exchange 
conception of value. Land has neither a finite nor an infinite value in 
the static state : land has no value at all. Land is not exchanged as a 
whole in the static state, but only its yearly services (page 334) . Where 
there is no exchange, there is no value. On the relative value theory 
Schumpeter's answer is logical — which shows how inadequate the relative 
value notion is ! l If one applies the absolute value concept, which 
sees in exchange relations only one of the manifestations of values, 
and sees value as independent of, and causally prior to exchange, of 
course Schumpeter's answer means nothing. There are many ways, 
apart from exchange, in which the values of land might be tested. 
Suppose for example that the land is river-bottom land, and that 
floods threaten to wipe it out ; what outlay will the owners be willing 
to make to protect it? If floods are to be ruled out as unforeseen 
accidents, not part of the Wesen of the static state, we will make the 
assumption heroically static : the floods come in a fifty-year cycle, 
endangering each piece of land in the river once every fifty years, in a 
manner and to an extent that is definitely foreseen and understood by 
everybody in the community. (A fifty-year cycle is just as " static " 
as the yearly cycle which the seasons bring.) Will not then the value of 
the land be tested? 

Schumpeter has partly deceived himself, I think, by assuming short 
production periods, where the time factor is not impressive. He 
speaks of production in the static state as going "jahraus jahr- 
ein denselben Weg " (page 52). He avoids the complication that 

1 Quarterly Journal of Economics, August, 1915, pp. 695-707, especially 703- 
705. 
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not all production periods are of the same length by the simple 
device of assuming them to be of the same length (page 64), and 
by saying that nothing wesentlich lies in the longer periods (page 
69). But it is precisely in the choice of longer or shorter production 
periods that the time-discount factor manifests itself. In the static 
state the same choices will always be made, and production periods 
for a given industry will always be of the same length. Schumpeter 
seems to think that he has got rid of this action of time preference by 
making the length of the production process and the accumulated stock 
of capital-goods part of the gegebene Daten of the static state (pages 
1 16, 464). But in precisely this assumption is involved a rate of time 
discount ! Of course Schumpeter is at liberty to make automata of 
his static economic subjects, and it may be that he is doing so — thus 
passing from the theoretical to the realistic static state, in part. But 
the same sort of reasoning which would rule out time-discount, because 
it remains constant, as a factor in motivation, would also rule out 
utility, since utility-curves are likewise assumed to be constant in his 
static picture. 

Of course the blosse Zeitablauf (page 338) does not cause 
interest. And it is a matter of human psychology. And the reviewer 
would express dissatisfaction with the way in which the time-dis- 
count factor has been developed by Bohm-Bawerk, Fetter and Fisher, 
on the basis of individualistic assumptions and individualistic psychol- 
ogy. But he finds nothing in Schumpeter's argument to shake the 
prevailing view that, human nature and human society being what they 
are, future goods will be worth less than present goods, in either a 
dynamic or a static society. If it were absent, and if interest (at least 
implicit) were absent, Schumpeter's static equilibrium would be un- 
stable. The merchant would gain nothing by having a large capital 
employed in commerce; he might just as well use a smaller capital, 
and consume part of his wealth. He might barter his stock for a piece 
of land, his stock having finite value, and the land promising an 
infinite income in the course of time, yet having (as Schumpeter 
admits) no infinite value. The craftsman would have no rational 
grounds for maintaining at any fixed point his stock of tools and raw 
materials. 

Schumpeter's theory of crises rests again on the strict sundering of 
static and dynamic states, and on the contrast between the dynamic 
enterpriser and his timid, " static " fellows. Schumpeter distinguishes 
crises and panics. He is concerned with the former. And he rules 
out crises produced by non-economic causes, such as wars, crop fail- 
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ures and pestilences etc., and crises produced, say, in a borrowing 
country by the withdrawal by the creditor country of loans. He wishes 
to know if economic evolution in itself bears the seeds of death, if 
"pure economic " crises are inevitable. He answers, yes. Economic 
evolution does not move steadily, like a tree unfolding in leaf and 
branches, but in Teilentwicklungen, each initiated by a new impulse, 
and often by new personalities, with periods of " statification," 
static states, lying between the separate evolutionary movements. This 
is necessarily true for each enterprise, considered separately. A new 
plan is initiated, is put through, and then a breathing spell, a period 
of readjustment to the change , of taking stock, must precede any new 
course of action. But why need this be true of the whole Wirtschaft ? 
Why may not new undertakings be strung out evenly in time, each but 
a minor ripple on the steady social stream? The answer is that the 
dynamic personality breaks down the barriers which prevented weaker 
men from initiating new enterprises, and so they follow in his train. 
His large profits, moreover, invite competition. So many start after 
him, the movement becomes corporative. Then his new demand for 
land and labor raises the prices of these. The static economic sub- 
jects, who must compete with him for land and labor, and who, ex 
hypothesi, were already producing at cost, find themselves compelled 
to readjust. Some of them may gain by the entrepreneur's new de- 
mand for their products, but all of them, in any case, find their situa- 
tion changed. The entrepreneur himself had made his initial plans on 
the basis of the preexisting static value and price system, and he, too, 
is disconcerted by the readjustment of values and prices. The static 
equilibrium is broken, and it seeks to reassert itself. In time the static 
tendencies overcome the dynamic tendencies, and a period of liquida- 
tion, " statification," ensues, in which a new static equilibrium is 
established to serve as the starting-point of a new evolutionary move- 
ment. 

There are many points in this which I should like to elaborate. 
It is an exceedingly interesting and valuable chapter. But my chief 
concern, for the rest, is to bring Schumpeter's theory of crises and his 
theory of interest together. May it not be that he should content him- 
self with proposing his theory of interest as an explanation of the move- 
ments of the interest rate, during the dynamic periods, above the 
static minimum? Interest persists even in the "period of statifica- 
tion " lying between the Teilentwicklungen. Indeed, the interest rate 
during periods of depression is doubtless well below the static mini- 
mum , for Schumpeter himself indicates that depressions are more severe 
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than his theory requires (pages 452, 455-457) — that the " period of 
statification " need not be a period of depression, but merely a period 
of liquidation and readjustment, that the wave-like movement of pros- 
perity need not be a true wave, but merely an upward movement, then 
a straight line, and then another upward movement. Hence the point 
that the rate of interest when evolution is checked often does not do 
more than cover risk and the banker's expenses (page 396), would, in 
so far as true, cover not the theoretical period of statification, but only 
the extreme depressions which are wvwesentlich. 

The reviewer hopes that Professor Schumpeter — whose command of 
English style is faultless — will give us an English edition of this inter- 
esting and important book. He knows no book that would be more 
stimulating to a class in economic theory, and he feels that the con- 
structive doctrine of the book contains much that is destined to be- 
come a permanent part of economic theory. The economist has too 
long been content with static theory, and work like that of Schumpeter 
and Veblen is full of significance for the better understanding of eco- 
nomic life. 

B. M. Anderson, jr. 

Harvard University. 



